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Introduction and Summary

Restructuring of the electric power industry in the U.S. since the late 1970s has introduced

substantial competition into wholesale and retail markets and created challenges to most types of

state taxes, e.g., property, gross receipts, net income and sales and use taxes. The focus of the

potential project before the MTC Uniformity Subcommittee on Income and Franchise Tax is the

sourcing of sales of electricity and related services. This project, if undertaken, could involve:

e An educational segment, so that participants have a clear understanding of electricity market
participants and relationships

e Review of the NESTOA proposal and state regulations (e.g., Massachusetts and Oregon),
including those for sales of natural gas

e Development of policy options

e Drafting uniform sourcing rules for typical retail and wholesale transactions.

Significantly, in the drafter’'s comments to the original UDITPA, it was contemplated that regulated
utilities would not be subject to the Act’s apportionment provisions. Very few states, however, have
adopted special industry apportionment regulations for the electric industry.

Electric Industry Restructuring

Some background on the electric industry, including recent federal and state legislative and
regulatory activities, is helpful for understanding recent changes in state utility taxation. Electric
utilities include state-regulated investor-owned utilities; federal utilities (e.g., the Tennessee Valley
Authority (TVA) and the Bonneville Power Administration (BPA)); other publicly-owned utilities (e.g.,
municipals, public power districts, and irrigation districts); and cooperatively-owned utilities. Since
the late 1970s, the federal government has taken steps to open competition for electric supply on
the wholesale level, by requiring utilities to purchase power from independent generators (Public
Utility Regulatory Policies Act of 1978) and requiring utilities to transport power on an open and
nondiscriminatory basis (Federal Energy Regulatory Commission Orders 888 and 889, 1996). As a
result, there are now a large number of nonutility power producers that provide electricity to
utilities or directly to large commercial and industrial customers.



Since the mid-1990s, several states and the District of Columbia have opened their retail electric
markets to competition.” This has resulted in the unbundling of electric service into the following
elements: generation, transmission, distribution, metering, and billing. Deregulation also involves
the breakup of vertically integrated monopolies with defined service areas; however, to a large
extent, electric distribution activities continue to be provided by regulated monopolies.

Deregulation of the electric industry has resulted in substantial changes in wholesale markets and in
regional power supply pools. Large end-users are, in many circumstances, able to purchase electric
power from suppliers, either directly, or through a regional power pool, such as PIM (in the
northeastern states) or ISO New England.? Non-utility power producers, which became part of the
U.S. electric power system after 1978, accounted for 26.5 percent of net generation of electric
power in 2001 and 39.5% in 2012.>

State Tax Studies and Regulations Related to Electric Industry Restructuring

a. NESTOA
Recognizing the uniqueness of the energy industry, the North Eastern States Tax Officials
Association’s (NESTOA) Corporate Tax Working Group formed a subcommittee to develop a
model uniform apportionment formula and, if possible, a nexus standard for energy
companies that could be adopted by the member states. As stated in the group’s final
report,* “the use of a uniform approach would minimize the potential for double taxation of
income and simplify the administration of income taxation for the industry and the state
taxing agencies.” Participation in the NESTOA project included industry representatives and
the report makes recommendation for sourcing of receipts from the sale of energy for the
sales component of a state’s apportionment factor.

b. Studies by States and State Organizations

Arkansas, Minnesota, Oklahoma, Pennsylvania, Washington, the Federation of Tax
Administrators and the National Conference of State Legislators (NCSL) have undertaken
studies of electric industry restructuring and state taxes. (See listing in Bibliography, under
state or organizational name.)

! There are currently 15 states that provide for a choice of suppliers for retail customers (northeastern
states, except Vermont), Ohio, Michigan, Illinois, Oregon and Texas. Seven states—Montana, California,
Nevada, Arizona, New Mexico, Arkansas, and Virginia have suspended retail choice. The remaining
states have not undertaken deregulation of their electric industry or provided for retail choice. (Energy
Information Agency map, as of September 2010.
http://www.eia.gov/electricity/policies/restructuring/restructure elect.html). (last visited February 24,
2014)

2 An overview or regional power markets can be found at
http://www.ferc.gov/market-oversight/mkt-electric/overview.asp (last visited on February 24, 2014)

® Energy Information Agency, Electric Power Annual, 2012 and historical tables.
http://www.eia.gov/electricity/annual/ (last visited on February 24, 2014)

4 Report to Commissioners & Directors of Revenue, Income Taxation of Energy Companies in NESTOA
States, 2 January 2001, North Eastern State Tax Officials Association, Corporate Tax Working Group
Subcommittee On Income Taxation Of Energy Companies.
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c. State Regulations

Massachusetts has adopted 830 CMR 63.38.10 which explains the allocation and
apportionment of income derived from sales of electricity and unforced capacity and from
ancillary, transmission and distribution services.

Ohio, while it does not have a corporate income tax, assigns sales of electricity under the
Ohio Commercial Activity Tax are sourced to Ohio to the extent that the electricity is
consumed in Ohio. See Ohio Rev. Code Ann. § 5751.033 and § 5733.059.

Oregon has also adopted some basic electricity sourcing rules, treating electricity as tangible
personal property subject to a “transfer point” destination test (but not “ultimate”
destination). See Oregon Administrative Rules, Section 314 150-314.554(2)-9C) for the
application of Oregon statutes to sourcing of sales of electricity.
http://arcweb.sos.state.or.us/pages/rules/oars_100/oar_150/150 314.html (last checked on
February 27, 2014); But see: PowerEx Crp. v. DOR, 2012 Tax Court, below).

d. MTC Deregulation Project

The MTC Deregulation, Industry Change and Taxation Project was established with the
support of 11 states in fiscal year 1999 to provide research and technical assistance to states
and support the exchange of information on tax changes arising from industry restructuring.
The project supported a range of research, policy and educational efforts aimed at
increasing the understanding of industry issues among state tax personnel. The initial focus
of the project was on electric utility restructuring; however, with the passage of Gramm-
Leach-Bliley Act (PL 106-102) in 1999, the project broadened its focus to include financial
services issues. Telecommunications issues were also included in a survey of the application
of telecommunications taxes to cable modem and DSL services. Four seminars on industry
restructuring and state tax issues were presented in December 2000, May 2001, March
2002 and March 2003. At the conclusion of this project, state representatives expressed
interest in developing sourcing rules for income taxation of energy companies; however,
this subject was not formally pursued by the states through the activities of the MTC.

Characterization of Electricity for Income Tax Purposes

While most of the states characterize electricity as tangible personal property, several states
consider it to be a service and several consider it to be intangible property.’ Thus, it is possible that
the income of interstate electrical sellers could be subject to double taxation or be subject to under-
taxation.

> See Multistate Corporate Tax Guide (Healy and Schadewald), Sales of Electricity, CCH, Wolters Kluwer.
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VL.

Administrative and Court Decisions Regarding Apportionment of Income from Electricity and Related
Services

In re PacifiCorp, 2002 Cal. Tax LEXIS 469 (SBE Sept. 12, 2002)

In its decision, the State Board of Equalization states “Because we conclude that sales of the
generation and transmission of electricity here were sales of services performed for the most part
outside of California, we further conclude that those sales were sales of “other than tangible
personal property” and were properly excluded from the numerator of appellant’s sales factor.
Therefore, based upon the foregoing discussion, we conclude that, for purposes of California tax
law, electricity is intangible.

http://www.boe.ca.gov/legal/pdf/02-sbe-005.pdf (last checked on February 27, 2014)

Powerex Corp. v. Department of Revenue, Oregon Tax Court, NO. TC 4800, Sep. 17, 2012

The Oregon Tax Court held that the sale of electricity is a sale other than a sale of tangible personal
property for the purpose of corporate income tax apportionment; and applied the cost of
performance rule and confirmed that a majority of the costs incurred by the taxpayer in carrying on
the income producing activity of its wholesale electricity sales business are incurred in British
Columbia. In the natural gas aspect of the case, the court found that the taxpayer appropriately
sources the sale to the ultimate destination rather than the initial point of delivery in Oregon.
http://www.ojd.state.or.us/tax/taxdocs.nsf/(SAll)/6ADBD15FC3D55A2C88257A7C0064EFAF/SFile/P
owerex48000pinion091712.pdf (last checked on February 27, 2014)

See also Oregon Administrative Rules, Section 314 150-314.554(2)-9C) for the application of Oregon
statutes to sourcing of sales of electricity.

http://arcweb.sos.state.or.us/pages/rules/oars_100/oar _150/150 314.html (last checked on February
27,2014)

Commentary on the case can also be found in Oregon Tax Court Rules on Apportionment Treatment
of Receipts from Electricity and Natural Gas, Grant Thornton State and Local Tax Alert, October 17,
2012.

http://www.grantthornton.com/staticfiles/GTCom/Tax/SALT_Alert files/fOR_apportion_receipts SA
LT_Alert.pdf (last checked on February 24, 2014)

EUA Ocean State Corporation, et al. v. Commissioner of Revenue [Nos. C258405-406, C258424-425,
C258882-883, C259158-159, C259653, and C262566-568 (Mass. App. Tax Bd., April 24, 2006)], the
Massachusetts Appellate Tax Board concluded that electricity was similar to heat, light and sound.
As such, it was not tangible personal property for corporate income tax purposes, and should be
sourced using the cost of performance rule. [See also Technical Information Release 06-9 (Mass.
Dept. of Rev., June 12, 2006).] www.mass.gov/anf/docs/atb/2006/06p240.doc.

Income Tax Considerations for a Uniformity Project

While there are numerous income tax issues related to corporate income taxes on sales of electricity
and related services, including nexus, the sourcing of property, the sourcing of payroll, and the
applicability of P.L. 86-272, the main focus of a uniformity projection would, most likely, be on the
assignment of sales from distribution, metering, billing, transmission, appliance repair, retail sales of
electricity and wholesale sales of electricity. In addition to sales of electricity and related services,
there are also substantial sales of energy futures (for delivery at a certain date) on commodity
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markets, e.g., the New York Mercantile Exchange, and substantial sales of energy derivatives. The
development of a model rule could consider its application to these activities. State tax treatment of
sales of natural gas may also suggest some possible approaches for sourcing of sales of electricity,
and could be reviewed as part of a uniformity project.
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